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TAXATION IN THE TRANSITION PERIOD. 
A. TAXATION AND INCENTIVE. : 


I. THE NEED FOR REDISTRIBUTIVE TAXATION. 

The problem of achieving a greater equality of income and wealth 
by taxation arises mainly because of the existence of inheritance and 
because the imperfections in the market for certain higher services 
are felt by the community to result in.a distribution of the national 
wealth and income not in accordance with a. sense of justice.! If 
money national income were distributed according to what is felt to 
be a just and economically necessary remuneration for service rendered, 
direct taxation would lose its justification, for in that case the redistri- 
butive incidence of direct taxation would run directly counter to the 
material incentive which stimulates the needed supply of the effort 
needed in any given situation. Progressive direct taxation would 
therefore tend to retard harmonious development without in that case 
contributing to social justice. si 

It has been argued that a discrepancy between net reward and the 
marginal product would disturb the choice between work and leisure. 
But the objection against an identical degree of monopoly in all 
industries should be based not so much on this argument as on its anti- 
social effects on the distribution of the national income. This objection 
cannot be raised against a discrepancy caused by taxation. The 

1 The remuneration for and choice of certain very highly paid positions do not 
depend so much on the constructive effort of the individual as on accidents of birth 
and the connections acquired as a result of his birth. 
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effects on the incentive to effort are not ascertainable a priori. In 
any case—as we shall argue below—by far the largest number of people 
are not free to choose their hours of work and a decreasing number 
can determine their effort. Thus a proportional direct or indirect 
tax might be taken to avoid distortion in the productive structure. 


2. TAXATION AND INCENTIVE. 

Taxation, whatever its form, will have two contrary effects on the 
taxpayer :1 (a) It will diminish the real inconie or wealth of the tax- 
payer and will therefore increase the marginal utility of his income or 
wealth in terms of his own effort and thus increase his willingness to 
work or to bear risk. (b) It will diminish the yield of his effort 
and therefore will decrease his inclination to effort or risk bearing. 
It will depend on the technique of taxation and on the relationship 
of the remuneration to the corresponding marginal effort as to which 
of these two effects will predoninate. It may be expected, ceteris 
paribus, that taxes which diminish average real income per unit of 
effort without impinging on the marginal income will increase the 
willingness for further effort. Taxes which fall more heavily on the 
yield of marginal effort will have a discouraging influence. 

(i) Generally speaking, poll taxes diminish average real income 
without decreasing marginal income. They therefore constitute an 
incentive for effort and risk bearing.2 This type of taxation is regressive 
in character and thus incompatible with social justice. (b) Indirect 
taxes will diminish both average and marginal real income in terms of 
effort. They lead to arise in prices. They are also regressive. Except 
where the rise in price of the taxed article leads to a permanent change 
in tastes, they will tend to increase the willingness to increase effort. 
(c) Progressive income tax, which constitutes the backbone of British 
public finance falls more heavily on the income from marginal effort 
than from the average effort. If income varies with effort it will, 
ceterts paribus, reduce the incentive to additional exertion. 


3. INCOME TYPES AND TAXATION. 

We may now proceed to a discussion in detail of the reactions which 
the imposition or maintenance of certain taxes may have on different 
income types and groups. 

_(a) The capacity of readjustment. We can first divide taxpayers into 
(i) those who are able to readjust their effort or risk bearing to tax 
measures, and (ii) those who cannot effectively react against them. 

(i) Into the former group will fall people on the two extreme sides 
of the income scale, 7.e., entrepreneurs and workers. Unless unem- 
ployment is severe and therefore the resistance of the worker to 
whatever conditions the employer lays down disappears, workers are 


1M. Kalecki, ‘Three ways to full employment,’ and E.F. Schumacher, ‘Public 
Finance—its Relation to Full Employment,’ The Eccnomics of Full Employment, 
especially pp. 92-109 and 21-5; D. H. Robertson, Economic Fragments, ppwl-22% 
F. W. Paish ‘ Economic Incentive in Wartime,’ Economica 1941, pp. 239-48. : 

* The problem of risk bearing and investment, especially from the viewpoint 
of the need to increase industrial efficiency and the question of E.P.T. will be 
discussed in a subsequent paper. 
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able to vary their effort both in the case of piece wages and in the 
case of time remuneration, by refusing to work overtime or even 
refusing to attend regularly. As against this must be mentioned 
that overtime and bonus payments represent a marginal incentive 
conditional on the performance of a certain minimum of work, thus 
exercising very strong incentive to total effort. On the other hand 
workers are more likely to react to an increase of income by a decrease 
of effort.1 

Entrepreneurs can refuse to invest their current savings at risk if 
they judge taxation injurious to their long-run position at a given 
degree of uncertainty and expected rate of profit. They cannot as a 
body react to tax measures so far as existing commitments are concerned, 
for the sale of securities must be balanced by a purchase and the price 
will express the altered risk-net profit ratio. They can, however, by 
continuous disinvestment, slowly try to liquidate existing commitments. 
This desire will impart a basic deflationary bias to the economic system 
until the equilibrium between profit rates after taxation raises the 
long term rate of interest and the risk rate is restored. 

(ii) This type of income might, therefore, be considered intermediate 
to the second main group, which consists of pure fixed salary receivers 
unable to vary their effort (or savings) downwards as a result of the 
imposition of taxation because their salary depends on their efficient 
performing of their task as a whole and they are attached to their 
jobs. Rentiers (so far as they do not save) are also in this class, 
inclyding small shareholders who cannot influence the policy of their 
companies. 

(0) The Value of Marginal Income. The second important dis- 
tinction is in respect to the valuation of marginal income. Individuals 
belong to social classes and are expected to conform to certain 
standards of life. In the longer run these standards can and will be 
adjusted to the long-term trend of income net of tax. In the short 
run no such adjustment is possible. Hence the attractiveness of the 
marginal income will depend on the relation of total income to what 
might be called ‘ the social minimum income’ and its own relationship 
to average income. The immediate impact effect of increased income 
taxes depends, therefore, to a large extent on whether the taxation 
reduces real income below the social minimum of the taxpayer or 
whether it merely reduces what we may call ‘free income’ above that 
social minimum. [In the first case (provided the taxpayer is in the 
first group of the first class and has a possibility of increasing his income 
by increased effort) he will in all likelihood try to maintain his standard 
of life. We must include savings, 7.e. provision for the future, in the 
social minimum. It will thus depend on whether the income recipient 
is able and desires to increase his expenditure or alternatively whether 
he has fixed obligations in terms of money to implement and the wish 
to acquire reserves against the future, whether taxation on the margin 
will be a deterrent or an incentive.” 

1 Cf. Robertson, of. cit. 


2 Rationing in war-time, and life in isolated communities will limit the capacity or 
desire for increased expenditure. 
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(i) If total income after taxation is beyond his customary standard 
or when rationing prevents an increase in expenditure beyond it, 
the attractiveness of marginal income will be small. Thus, when, 
as in war, the incomes of the workers substantially increase as a 
result of full employment and rising wage rates and even after taxes 
a socially ‘ free income’ emerges, and when, moreover, the acquisi- 
tion of new standards of life is made impossible by rationing or 
shortages, the attractiveness of the marginal income sharply decreases.* 
The non-economic incentives maintained effort beyond what could 
have been expected from the working of the mere material incentive. 
But the device of deferred pay seems to have miscarried because in 
general it was taken as equivalent to increased taxation.? It has 
been shown, moreover, by several investigations on the distribution 
of savings of the working classes, that only a minority of the workers 
is accustomed or able to save. 

In peace-time the attractiveness of marginal income will rise so far 
as workers are concerned, as they will be able to increase their social 
minimum, and new legislation tends to grant increased immunity 
for savings while providing social security. The marginal income of 
workers, moreover, is conditional on the performance of a certain 
minimum which provides a strong incentive unless it is seriously 
reduced by taxation. 

(ii) So far as other income groups are concerned, their income, 
above customary social standards have in the past been constantly 
subjected to pressure by increased taxation and thus marginal income 
possesses a very high attractiveness. There is, moreover, no immediate 
and intimate relationship between effort and income. While in the 
highest income groups savings provide a buffer between net income 
after taxation and the standard of life, the reward for additional 
effort does not solely consist of increased earnings but increased social 
status and importance. 

A further point has to be made. The less immediate is the relation- 
ship between marginal income and marginal tax, the less conscious 
will be the taxpayer of the consequences of taxation on his income. 
In pre-war days the lag between income and income tax was about a 
year, between income and sur-tax two years. P.A.Y.E. has made the 
relation more immediate and more conscious. 

The maintenance of certain sumptuary indirect taxation, both so 


1This happened at the moment when effort was f 
optimum. Cf. below. appt ce E 
2 In so far as comprehensive rationing, which would have been the alternative 
would also result in ‘ forced’ saving, 7.e., accumulation of income that cannot be 
spent, it might be, and has been argued that the incentive of higher earnings would 
vanish even if incomes were not taxed at source. This argument fails to take 
into account the difference of the psychological impact between not being able 
to spend money which is ‘ available,’ and not getting the money, or else getting 
it only in a form whose eventual availability is shrouded in mist in the minds of | 
ple who instinctively distrust any kind of ‘monetary manipulation.’ Apart 
from this, there is a rational consideration: ‘ deferred payments’ cannot now be 
used for discharging capital liabilities, purchasing capital assets, or in the case 
of emergencies. Rationing would not prevent such ‘innocuous’ use of incomes. 
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far as genuine luxuries are concerned and certain other semi-luxuries 
such as tobacco and beer, might be useful as it would decrease the 
average real income and render the marginal income more attractive. 
The use of revenue thus obtained for decreasing the price of goods 
whose consumption is socially desirable (milk) might represent one of 
the devices inswhich incentive could be increased while at the same 
time the total regressiveness of taxation is mitigated. 


THE DISUTILITY OF EFFORT. 


The disutility of effort will constitute a further ‘important factor 
in determining the effect of taxation on incentive. (i) So far as working 
classes are concerned the disutility of effort is likely to be very much 
higher than in any other social class. Hence the heterodox direct and 
indirect effect of an increase of income will certainly be the strongest 
in these classes. A social policy which increases average real income 
either by wage regulation or by indirect means (family allowances, 
etc.) will therefore have a deterrent effect on effort which will be sharp- 
ened by direct taxation consciously borne on the margin by the 
workers. 

A maximisation of effort from a national point of view can only be 
obtained, therefore, if the conditions of workers are made more 
attractive; and if the non-material incentivé, which has to a large 
extent carried the war effort, could be continued; and if the condi- 
tional marginal material incentives could also be very much increased. 

(ii) So far as other income classes are concerned, the heterodox 
effect of increased real income, and thus the deterrent effect of taxation, 
will very much depend on the demand for security as the use of 
marginal income for savings is more prevalent. But as we have 
already mentioned, in these- income classes the relationship between 
effort and direct material remuneration is not as obvious, the impact 
effect of taxation not as direct, and the indirect benefit of successful 
effort in terms of increased social prestige, etc., more important. 


CONCLUSIONS. 


We may conclude: (1) The case for a general decrease in the progres- 
siveness and burden of income taxation on individual incomes has 
not been made out. In the transitional period the shortages of current 
supplies will continue. The increase in demand must therefore be 
carefully regulated. (2) At the same time there seems to be urgent 
need for an increase in capital investment. The stimulation of the 
latter should not, however, interfere with the basic aim of recon- 
struction which must be the establishment of a more equitable 
distribution of the national income. (3) Both from the point of view 
of social justice and in order to maintain incentive to effort within 
those income groups which are most likely to be adversely affected 
by a decrease in marginal income, the double policy of sharply increas- 
ing exemption limits while maintaining the basic rate of income tax 


1 The extension of a progressive purchase tax to luxury services(hotels, restaurants, 
etc.) would be equitable. 
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should be pursued. The readjustment of the exemption limits should 
include an increase in personal and children’s allowances and also an 
increase in the allowance for earned income. At the same time 
sumptuary taxation ought to be continued at a much higher rate than 
before the war, and its yield used for countervailing subsidies for 
the stimulus of socially desirable consumption." 


T.. BALOGH. 


B. TaxATION AND CONSUMPTION. 


Apart from their effect on the incentive to work and to invest, 
changes in taxation must also be considered as regulators of private 
demand. In the initial phase of the transition period serious shortages 
in the supply of goods and services will continue, and it is clear by 
now that in certain fields they may even be accentuated. A Chancellor 
of the Exchequer who has set his mind against inflationary methods 
can in these circumstances hardly recommend tax reductions unless 
he is certain that rationing is so comprehensive and flexible that it 
can keep any excess demand off the market. Rationing must there- 
fore be maintained to share out equitably goods in short supply. For 
similar reasons control over imports must be retained to avoid any 
excess demand for foreign goods. 

The less effectively these direct controls operate the more dangerous, 
1.e., inflationary, is the release of purchasing power through lower 
taxation. The tighter the screw of taxation is turned, however, the 
earlier can over-all control of expenditure by taxation replace specific 
rationing of goods. This does not suggest that the burden of taxation 
should not be eased. If, as was argued above, higher exemption 
limits and allowances will tend to increase the incentive to work, or 
it were felt that as matter of social justice, the greater number of 
incomes drawn into the network of income tax during the war, should 


1 An alternative involving a complete recasting of the income-tax structure has 
been suggested by Mr. Crowther. This would demand cash payment of allow- 
ances with a low flat rate of income tax on all income and a progressive super-tax 
starting at a very much lower level. From.-the point of view of incentive this would 
render marginal tax less immediately onerous than the present system. Adminis- 
tratively it might be made manageable by making tax-assessment continuous. 
The difficulty arises in case of fluctuating incomes above the (low) sur-tax level 
as subsequent loss or decrease of earnings would make repayments necessary. 
Also if direct taxation is levied on all income (even though cash allowances are 
paid) a recasting of the indirect tax system with a view to making it progressive 
would seem necessary. 

It might be possible to eliminate or to reduce the adverse effect of taxation falling 
on marginal income by exempting from taxation or reducing the tax on what might 
be defined as incomes derived from effort additional to normal. Such reform 
might be simple in the case of wage-earners (provided a national wage policy exists 
which makes collusion between the employers and workers impossible). ‘ Normal’ 
wages can be calculated. The main argument against this solution is that it 
discriminates between different incomes for tax purposes. 
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gradually be exempted again, it would be perfectly legitimate, to 
pursue this policy in spite of shortages, as long as direct controls limit 
effective demand. The increase of current spendable incomes through 
tax-reductions is in any case only one of the factors exercising pressure 
on the markets; there is in addition the very considerable amount of 
pent up demand. If taxes are lowered at a greater rate than con- 
sumable supplies are increased, the carry-over of pent-up demand 
would increase and thus lengthen the period of transition where full 
employment prevails. From the point of view of avoiding inflationary 
pressure it would at first sight appear to be least harmful if tax 
reductions were given mainly to the higher incomes, out of which a 
large proportion is normally saved. A lowering of the standard rate 
of income tax and the abolition of E.P.T. would, on this assumption, 
lead to less inflationary pressure on consumers’ markets than the 
raising of the level of allowances, which would benefit mostly the 
poorer sections of the community. This assumption would hold 
true in normal times, but is not likely to apply in the transition period 
when an abnormally high propensity to consume out of higher incomes 
must be expected. Only if the supply of luxury goods remains 
restricted will tax reductions for the wealthier sections be turned into 
savings: and only if controls over investment activity are main- 
tained will the desire to invest be kept within the limits of available 
supplies of plant, labour and materials. 

As long as restrictions of supply and the corresponding distributive 
controls limit consumers’ spending effectively, social and fiscal rather 
than economic considerations may be allowed to determine taxation 
policy. As a mere fiscal measure taxation should, however, be 
equitable. Before the war the taxation system as a whole tended to 
be regressive at the lower end of the income scale, that is, taxes as a 
proportion of income were relatively higher for the lowest income 
groups than for some of the medium income groups. During the 
war both direct and indirect taxation.were increased, with the result 
that the regressive tail seems to have been shortened but at the same 
time become steeper. According to Shirras and Rostas! the rela- 
tively lowest burden now falls on incomes of about £250 instead of 
£300 or £350 before the war, mainly because the reduction of exemption 
limits and allowances has extended income tax to lower income brackets. 
But for incomes below £250 the regressiveness has become more 
marked than it was in 1937-38. oe 

Reductions in income tax, either by lowering the standard rate or 
by raising exemption limits and allowances, would tend to lengthen 
this regressive tail once more, but do nothing to reduce the greater 
proportionate burden which the war has put on the lower incomes. 

Moreover, the computations of the tax burden quoted above dis- 
regard the burden of local rates of dwelling houses. There is no doubt, 
however, that local rates are a regressive tax? and it is inevitable that 


1See G. Findlay Shirras and L. Rostas, The Burden of British Taxation, Part 1. 

2 See J. R. Hicks, U. K. Hicks and ‘C)" E> Vi Leser,”> The Problem of Valua- 
tion for Rating, where the authors envisage a further study examining the incidence 
of Rates at various income levels. 
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they will go up once local authorities regain the scope of their pre-war 
activities and make up for deficiencies suffered during the war. As 
valuations tend to be sticky, particularly under conditions of rent 
control, rate poundages will increase appreciably, as they did between 
1914 and 1924. Even if local rates did not rise more than money 
incomes, thus leaving the regressiveness of rattés unchanged, regres- 
siveness of the total tax burden over the lower and middle income 
brackets would, if other taxes were not changed, increase as com- 
pared with the pre-war situation. The foreseeable increase in rates 
should therefore be taken into account when tax reductions are con- 
sidered at the centre. ! 

In some respects the task of lowering indirect taxation to lighten 
the burden falling on the lower incomes is made easier during the 
reconstruction period by the existence of specific rationing. A reduc- 
- tion in the duties on sugar and tea, for instance, would lower the level 
of taxation_of the poorest but could not increase the demand for these 
commodities or use up foreign exchange earmarked for more essential 
purposes. As a matter of fact the abolition of sugar and tea duties 
would reduce the war-time increase in regressiveness of taxation on 
the lower incomes only very little. Any attempt to reduce the 
proportionate burden of indirect taxes on the poorest to its pre-war 
level would have to be on much more drastic lines.1 

In parenthesis it may be added that a withdrawal of subsidies 
towards consumption would be equivalent in economic effect to an 
increase in indirect taxation. If the expressed intention of the 
Chancellor of the Exchequer gradually to withdraw consumption 
subsidies during the transition period is carried out the principle of 
equity might demand that this policy (against which other objections 
may be raised) be accompanied by more than compensating decreases 
“in indirect taxes and by retaining the progressiveness of income tax.. 

‘What during the transition period, when rationing and allocations 
regulate the flow of scarce labour and supplies, is mainly a matter 
_ of equity and of the distribution of the total tax burden, becomes also 
a matter of economic policy when reconstruction comes to an end. 
Taxation will then lose its anti-inflationary character and become one 
‘of the means of maintaining effective demand. The falling off in 
the demand for investment goods back to the trend level would initiate 
a cumulative downward process unless it were countered by some form 
of employment generating taxation or by other measures to stimulate 
consumption. 

This critical change-over from a scarcity to a surplus economy 
may again not be possible without some more positive intervention 
and help in the transfer of real resources. Taxation may thus continue 
to be a subsidiary instrument in shaping economic policy. But its 
function in the post-reconstruction phase will be reflationary rather 
than anti-inflationary. - 

To sum up: in the immediate post-war period taxation will remain 


- 


1 How far the regressiveness of the tax burden was mitigated by public expendi- 
ture in favour of the poor cannot be discussed here. 
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a subsidiary means of curbing inflation, subsidiary because for some 
time to come the stronger checks of rationing, allocation and direct 
control of foreign trade will remain necessary to eke out scarce supplies 
equitably. Some adjustment in taxation will, however, be inevitable 
in order to restore monetary incentives, as the ‘collective incentive 
of the war-effort begins to flag, and to allow for inevitable changes 
in local rates. In making these adjustments the fiscal principle of 
equity, not merely of any single tax measure but of the tax system as 
a whole, must be the main guide of policy, since the anti-inflationary 
function of taxation will still be borne by other controls. Relaxation 
of taxation, though it may provide incentives, will tend to postpone 
the date of decontrol in the various fields. The real need for tax 
reductions will come at the end of the reconstruction period to aid 
the change-over from the re-equipment boom to normal investment 
activity, and to ensure the relative expansion of ‘consumer’s goods 
industries while investment activity declines. 

F. BURCHARDT. 


PRICE STABILISATION 


The accompanying Table and Diagram I illustrate the movement of 
some of the principal price indices in Britain from 1938 to 1944. The 
diagtam shows fairly clearly the success of the policy which has come to 
be known, in a rather general way, as stabilisation. In nearly évery 
case the rate of increase of the price indices after 1941 is less than the 
rate of increase in the first two years of the war, despite the fact that 
during the course of the war unsatisfied demand for consumer’s goods. 
and private investment was piling up and thus creating an increasing 
pressure on the controls, e.g. rationing and price control, designed to 
prevent inflation. 

The success of the stabilisation policy is perhaps more clearly shown 
if we compare the movements of corresponding indices during the last 
war. The only two price indices whose construction in the two periods 
is identical are the Ministry of Labour Cost of Living Index and the 
Sauerbeck Wholesale price index. The former has been criticised as a 
measure of retail prices particularly in World War II. Diagram II is 
thus intended to provide only the most general comparison. 

The contrast between the two wars is indeed remarkable. Whereas 
both the wholesale and retail price indices rose linearly throughout World 
War I, a very marked decline in the rate of increase is seen in the whole- 
sale index in World War IF after 1941, while the cost of living index 


- remained steady at about 30% above 1938. 


The immediate post-war movement of prices after World War I,— 
a rate of increase rather more rapid than that reached during the war 
itself, followed by a most violent fall—raises in an acute form the ques- 
tion of price policy in the transition period of the next few years. The 
future movement of prices in Britain will depend on : (1) Import prices ; 
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Tas_e I. 
Various Price Indices (1938=100) 


1938 1939 1940 1941 1942 1943 1944 
Board of Trade Wholesale 


Price Index 100 101" 135 51 5 7 LOL aL OF, 
Index of Import Prices*® SOOM TOT, 6139985159 Pe loseie est — 
Index of Export Pricest 100 99,°%,120.. 5 1389 1570 ial 73 


a ee ee 


White Paper Index at Market Prices{ 100 102" 21190 213309 1425 14 See oe 
White Paper Index at Factor Cost 100 102 118 131 137} 141 145 
Ministry of Labour Cost of Living 

Index LOOMS 1LO1) p11 Se 12 See 2S oe co 


Bowley’s Index of Wage Rates VOO mee ON test 2 ee 22 et SO mmEeE To 


*Inclusive of munitions: if these are excluded the indices for 1942 and 1943 are 
respectively 163 and 180. 

+Current weights: if base year weights are used the index is higher. 

tDerived from Tables 21 and 22 of Cmd. 6623. Items 1—10 are included: 
income in kind of armed forces is excluded. 


TaBLeE II. 
Price Movements during two Wars. 
1914* 1915 1916 1917 1918 1919 1920 1921 1922 


Ministry of I. 100M A250 e146 76> FZ0SSEE 215 249) 226 Les 
Labour Cost an ae AR ee ee ee ee eee 
of Living Index 1939f 1940 1941 1942 1943 1944 a 


TT et OO LS 228 20 Zot SU 
*July 1914=100. tist September 1939=100. 


1913* 1914 1915 1916 1917 1918 1919 1920 1921 1922 
Sauerbeck 


Index of I. LOOK] LOO S127 7160206 W226 8 924299295 6 e254 
Wholesale ee ee eee ee ee a ee eee 


Prices 1938 1939 1940 1941 1942 1943 1944 
if LOO" 105) 42) 157 lore too Lie 
* Average 1913=100. tAverage 1938=100. 
TaBLeE III. 


Raw Material Prices 1938—45. 
1938 1939 1940 1941 1942 1943 1944 1945* 


‘Coalt 100 OS el 1S ee LS LS Lee ees 
Iron and Steelf 100 O41 TSOP EST 1S eer S52) ew lso 
Aluminium} 100 OOF GULLS SRLISSLASD TLlsigeid 3S 88 
Coppert LOO MLO Tp 9301 9150 9in 130 PS ON 15030 
Lead} L00.c5 102) 163) 16355 1635 9163.5 16355163 
Tint LOOK 19S 135 SOmn tye ee | Seaton 
Cotton} 100) W117 1035" TSS" “tei 159 e282, 57 
Jute { 100" 153% “227° 276 Mase Wresee Lala so7 
Woolt 100) P10 lips S1 GO e168 6821685168 168 
Rubber} LOO, 1255189 10t ey TOU 101 ee OL 1 OF 


*May. {Board of Trade Wholesale Index, 

tMoody’s Economist Services. The basis of the copper index was changed in 
December 1939: this has been allowed for. Cotton is American raw cotton at 
Liverpool and the index of wool prices is based on the price of merino tops. 
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Lye VARIOUS? PRICE INDICES 


(1938 = 100) 
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| O0;eere rere 100 
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TL. PRICE MOVEMENTS DURING TWO WARS 
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(2) The level of wage rates; (3) The level of profit margins ; and (4) 
Subsidies and indirect taxes. These factors are not, of course, mutually 
independent, but it is convenient to consider them separately. Before 
doing so it should be stressed that price stabilisation also depends on the 
maintenance of rationing or direct allocation, so long as demand at 
controlled prices exceeds supply. 

(1) Import Prices. A given rise in import prices will affect the 
domestic price level to a greater or less extent according to the 
character of the particular import, whether it is a raw material or a 
final consumer’s good. It is important to mention here, however, that 
this effect can be fully offset, if it is required, by subsidies. 

Import prices c.i.f. may change for three reasons: (a) changes in 
oe prices ; (6) changes in the rate of exchange ; (c) changes in freight 
rates, 

_ (a) F-.o.b. import prices have increased steadily during the war: the 
rise since 1940 being almost linear.1 In view of the almost universal 
pent-up demand resulting from the war a further upward movement 
can reasonably be anticipated. But the magnitude of further increases 
1s to some extent dependent upon British import policy. During the 
war the bulk purchase for a period of years of many important raw 
materials and foodstuffs has ensured stable prices at a level which is 
almost certainly much lower than the average price would have been 
had the purchases been on the day-to-day basis of the normal import 
channels. - What the producers sacrificed in abstaining from possible 
large short-period quasi-rents, was more than offset by the certainty of 
sale, and, in some cases, the insurance against undue capital loss in the 
event of a fallin demand. Thus the policy of bulk purchase was of ad- 
vantage to both sellers and buyers. Raw material prices charged to 
the British consumer are shown in Table III. These prices may differ 
somewhat from the price paid to the producers by trading controls. 
For non-ferrous metals (except tin) and wool, bulk contracts were 
placed as early as 1939, and on the whole prices of these items rose 
less than the average. Moreover, there has been no increase in the 
prices of the former since the end of 1940. Many of the war-time raw 
material contracts have already lapsed or are due to lapse in the near 
future unless they are renewed. Looking back to the period 1919—20 
some producers may be tempted to prefer a restoration of the normal 
channels of trade. But the‘ hangover ’ of 1920—21 should temper their 
enthusiasm ; the producers may, in many cases, therefore, be willing to 
continue to agree to the placing of long-term contracts. In most mater- 
ials the consuming countries clearly gain by continuing the policy of bulk 
purchase :? for the organised buyer is in a far stronger position than a 


1 Cf. T. Barna ‘ United Kingdom Imports and Exports in War-Time,’ London and 
Cambridge Economic Service, April 1945. : ey 

2It may be argued that in certain cases, e.g. non-ferrous metals, the position is 
changing rapidly from one of excess demand to excess supply, because of the decline 
in war production, and that the consuming countries could take advantage of the 
weak position.of producers to force prices down and that no negotiator of a bulk 
contract would be as ruthless as the free market. But it is to be doubted whether 
the sudden ruin of large primary producing areas is an advantage in the long run to 
the consuming countries ! 
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large number of individual purchasers. Since the demand for the final 
product, e.g. textiles, is exceedingly buoyant an individual importer 
may accept any raw material price, in the certain knowledge that he can 
get a correspondingly high price from the manufacturers. Even if price 
controls and rationing of the final product are retained the pressure to 
increase the permitted prices would be very much greater than if bulk 
purchases were continued. Thus, although there are some indications 
that the internal finance and distribution of raw materials is already 
being partially handed back to the private trader,tit is to be hoped that 
the Government will maintain firmly in the coming years its war-time 
policy of bulk purchase. Ideally the contracts should be placed by, 
or on behalf of the Combined Resources Boards’? 

(0) The peak in shipping freights and insurance was reached in 1941 
and there has been some decline since. A further decline, as the speed 
of voyages is increased, may well occur. 

(c) Since the devaluation of 1939 the rate of exchange has been kept 
constant throughout the war. Mr. Barna points out that ‘ the pre-war 
terms of trade have hardly changed.’? Since, the direct controls of foreign 
trade offer a much more effective means of controlling the balance of 
payments than variations in the exchange rate, any change in the 
immediate future seems unlikely. The future course of import prices 
(c.i.f.) will thus depend mainly on the policy of the Government with 
respect to bulk purchase: a vigorous pursuit of such.a policy accom- 
panied by some reduction in freight and insurance costs may lead to 
a slowing down in the rate of increase of import prices in the next 
two or three years. 

2. Wage Rates. Since 1939 the Bowley Index of wage rates has risen 
steadily, in an almost perfect straight line. The slope in the years 
1942—4 is however slightly less than in the earlier part of the war ; the 
present annual rate of increase being about 5 percent.. The increase was 
not, of course, uniform in all industries; it is the average of numerous 
independent wage increases. There is nothing in the end of the European 
war as such which would suggest that any alteration in the trend of the 
past five years is likely. A factor making for a more rapid increase will 
be the reduction in earnings associated with the return to normal 
working hours. A factor making for a less rapid increase would be the 
more effective stabilisation of the cost-of-living (see below). There is, 
finally, the unpredictable development of Trade Union policy with re- 
gard to wages. Ifthe Unions look rather to the real spendable income of 
their members, and less to money wages alone, then one could assume 
that future wage movements would be related to the other variables in 
the system, profit margins, levels of taxation, productivity and so on. 
‘In the absence of such a development it would be wise to consider wage 


increases as autonomous, though some slowing down may occur if the 
cost of living ceases to rise. 


1 It is also to be feared that, since so many Controls have been staffed by merchants 
who are neither producers nor consumers, the wider economic aspects of bulk 
purchase may be neglected in favour of purely commercial considerations. 

* Bulk purchase agreements made by single countries with the producers are 
alleged, rightly or wrongly, to be ‘ discriminatory.’ If they were placed by Combined 
Boards the allegation could not be made. 

3 ibid. 
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_ 3. The Level of Profit Margins. The third factor making for price 
increases has been the expansion of effective demand while supplies 
were limited by direct controls. Such inflationary price increases may 
occur without any change in wage rates or raw material costs. There 
is a fair amount of evidence that in the war sector inflationary increases 
occurred in the early part of the war but that profit margins were grad- 
ually reduced in the later years.1_ It is probable that something of the 
same kind occurred in a number of important consumer goods for which 
an effective system of direct price control was not introduced until 1942. 
Thus even if wage rates and some imported material costs continue to 
rise in the next two years, it does not follow that the factor-cost index 
need rise correspondingly. In so far as monopolistic profits exist at 
present the maintenance of present maximum prices will lead to their 
being squeezed out. Moreover, as productivity increases wage rates can 
continue to rise correspondingly without affecting prices per unit of 
output. It is likely that productivity in some consumer’s goods in- 
dustries may begin to rise fairly sharply within the next two years be- 
cause of (a) new investment in up-to-date machinery and (0d) the transfer 
of some modern war-time plant suitable for peace-time production. The 
greatest hope for increased productivity in this field, however, lies in 
the development of ‘ utility’ production which, during the war, has 
succeeded in reducing (relatively) production costs, not only without 
loss, but in many cases with a gain in the quality of output. Utility 
production may also lead to a much-needed reduction in distribution 
costs.? 

If we assume that the bulk purchase of imports is continued and that 
the continuous downward pressure on profit margins is maintained at 
home by means of price control, and that productivity begins to rise 
fairly sharply in consumer’s goods industries after a short period then 
we may expect to see a further slowing down in the rate of increase of 
the factor cost index, which was about 3 per cent per annum in the 
period 1942—44. ; 

4. Indirect Taxes and Subsidies. The level of prices is finally deter- 
mined by subsidies and indirect taxes. A cardinal point of the price 
stabilisation policy has been the pegging of the cost of living index since 
1941, which has been achieved by the use of subsidies growing at the 
rate of a little less than £30 millions a year since that time. When the 
price stabilisation policy was launched the hope was expressed that the 
upward trend in wages would be slowed down. Indeed, a very slight 
‘slowing down did occur, but much less than was officially anticipated, 
and it has been suggested in some quarters that Trade Unions did not 
keep their part of a somewhat vague national bargain. Trade Unions, 
hhowever, have increasingly insisted that the cost of living index is 
artificial and that the cost of living of workers continued to rise. In 
fact, the index has been prevented from rising by stabilising the prices 
of goods which are overweighted in the index, and imposing indireck 


1 Cf. BULLETIN Vol. 6, No. 4—5. ny 8 
2 It is also worth emphasising that some degree of standardisation is necessary for 
successful price control. 
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taxes on goods which are underweighted or which fall outside theindex.t 
Mr. Nicholson estimated that the increase since 1938 in the cost of 
living of wage earners was respectively 20%, 30%, 40-45%, and 45-50% 
in the years 1940 to 1943. An index of prices of all consumption goods 
and services can be derived from the White Paper (Cmd. 6623) by . 
dividing the private expenditure on goods and services at current 
prices by the expenditure at 1938 prices. For the four. years mentioned 
this index was I19, 133, 142 and 148 (1938=100). Since the White 
Paper index agrees closely with Mr. Nicholson’s estimate of the cost 
of living of wage earners in all four years, it would seem reasonable 
to take this index as a measure of the cost of living of wage-earners 
rather than the Ministry of Labour index. It is notable that despite 
the subsidies this index has moved ahead of the index of prices at 
factor cost, the reason being, of course, that indirect taxes have far 
outweighed subsidies. 


Indirect Taxes and Subsidies 1938—1944 
(Central Government)* * 


£ million 
1938 1939 1940 1941 1942 1943 1944 


Indirect Taxes 373 416 506 708 886 1,028 T5123 
Subsidies 15 20 70 140 by fe 190 220 


*Local Rates, which remained almost constant in the war period, are not included 
in the Table, nor are the proceeds of extra-budgetary funds. The differences between 
expenditure at factor cost and at market prices which takes account not only of 
indirect taxes and subsidies but also of rates, etc., were as follows :— 

1938 1939 1940 1941 1942 1943 1944 


£ million 546 592 661 693 680 902 1,025 


There are several reasons why the cost of living should be prevented, 
if possible, from rising further. (1) At an early date the new scheme 
of social insurance is likely to be launched, and while further changes 
may be made in the scheme, as it stands at present the rates of benefit 
will be fixed in money terms. Even if the cash benefits are adequate in 
the initial year, they will cease to be so if the cost of living rises. (2) 
Apart from the accumulations of war savings, and income tax credits 
whose present value is already less than the average value at the time 
the savings were made, large cash payments are due to be made in the 
form of service gratuities. It is clearly important that the real value of 
these sums should be maintained. (3) One contributory cause of the 
steady rise in wage rates has probably been the continued rise in the 
actual cost of living. If the latter is stabilised the rate of increase of 
the former may be expected to slow down; certainly no plea can 
with justice be fees “<i the Trade Unions to control the rate of increase 
in money wages without an assurance that the cos ivi i 
held. Is such a full stabilisation possible ? Se 9 
> 


1 Cf. numerous articles by J. L. Nicholson: in parti : 
Va eee y J - + In particular BULLETIN Vol. 4, No. 17, 
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v~..Jusly there is no simple answer to the question. But there are 
some pointers which may indicate that it is a feasible policy. The 
amount of additional subsidies (without any changes in indirect taxes) 
which would have been needed in 1944 to have kept the market price 
index (White Paper) at its 1943 level of 148.3, instead of allowing it 
to rise to 150.7 would have been £80 millions.1 Some reduction in 
taxation is certain in the near future, and Mr. Burchardt argues, 
on other grounds, that a reduction in indirect taxes is desirable 
(cf. p. 170). Here we are concerned with it as a means to stabilise 
the cost of living, and a rate of decline in the receipts from indirect 
taxes of the order of {100 millions a year does not seem to be 
unreasonable for the next two or three years. Such a policy would, of 
course, have been possible during the European war, provided rationing 
was effective enough to prevent inflation : it will be easier to carry out 
when an expansion of the supply of consumer goods can be expected. 
Objections to the continuation of the stabilisation policy on the 
grounds of ‘ distortion’ of the price structure do not carry any weight 
in a system in which the allocation of resources is in many fields direct, 
or controlled by rationing, and in which there is widespread private 
monopoly. In any case a reduction of indirect taxes would tend to 
restore an already distorted structure. Nevertheless, in view of the 
desirability of substituting global controls for direct allocation in many 
fields some re-adjustment of subsidies may be necessary. An example 
of this kind of readjustment accurred last year in the case of cotton. 
Much imported cotton came under Lend-Lease and was charged to the 
British user at a fixed price which had remained steadily from the 
beginning of 1943 until April 1944. It was then decided to raise the 
British raw cotton price in order to bring it closer into line with the 
American price, taking into account the official rate of exchange. 
To prevent this price increase being passed on into the cost of living 
a small subsidy was given to the manufacturers of utility clothing. 
Quite apart from the complications in the prices of Lend-Lease goods? 
it is known that some trading controls have sold raw materials to the 
consumer at a price different from that paid to the producer. — 
During the war one principle of policy with regard to the selling price 
of trading controls did seem to emerge. Once the price had been fixed 
it was held at that level, even if the consequence was ultimately a trading 
loss. The reason was that any price increases would have been ‘ marked 
up’ at various stages of the production process, with the result that 
manufacturers and distributors would have received a gratuitous profit. 


a i t the subsidies had been distributed over all goods and services 
in Caer Pag ceer weights in 1938, and assuming no change in indirect taxation. 

2 These goods are, of course, free so far as current international account is con- 
cerned. They were, however, sold by the respective Ministries to the users at the 
equivalent British price. The Ministry of Food charges its own account to the 
exact amounts it receives from the sale of Lend-Lease Goods so that their accounts 
are in the end unaffected by these transactions. The Ministry of Supply, in the Pk 
of steel imports, sells at British prices, but charges its account at US. prices w hic ? 
with the current rate of exchange, arehigher. A deficit thus appears in wag Teas 
which looks like a subsidy to the Iron and Steel industry, but is not in fact. Cf. 
Minutes of Evidence, Committee of Public Accounts, 1944, Q. 4753. 
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For the same reason strong objection was raised by the Select Com- 
mittee on National Expenditure to the arrangements for certain light 
metal products whereby the manufacturers paid a rebate to the Ministry 
of Aircraft Production, instead of reducing the price of the goods con- 
cerned. This attitude is perfectly correct so long as the greater part of 
the material is allocated for use in armament production. In the coming 
years, however, a growing proportion of goods will be produced for the 
ordinary market, and unless there is some special reason to the con- 
trary, it seems desirable that the accounts of trading controls should 
balance, i.e. the controls should neither subsidise nor tax the material 
in which they are dealing.1 This principle must, of course, take into 
account the time factor and does not exclude the maintenance of stable 
prices over a considerable period of time, which would eliminate short 
period fluctuations in the purchase price. Where such readjustments 
would lead to an increase in the cost of living they can be offset, as was 
done for cotton, by an equivalent subsidy at a later stage of the manu- 
facturing process. In this way subsidies would be limited in their 
effect to the purpose for which they were intended. For example, 
if it were desired to subsidise the home consumption of clothing, a 
subsidy to the raw material would do the trick, but would mean the 
subsidising of exports at the same time (unless there are discriminating 
raw material prices). On the other hand it must be recognised that 
administrative convenience may sometimes conflict with economic 
logic. 

The success of price stabilisation in the next few years does, of course, 
depend on the maintenance of rationing so long as demand exceeds 
supply at current prices. In the economy as a whole if prices are 
stabilised, the equivalent of the ‘ piled-up’ demand in terms of real 
output will be maintained and thus the period of ‘ shortage’ will be 
longer than if part of the piled-up demand is absorbed in increased 
prices. In the same way the readjustment where necessary of raw 
material prices will extend, or shorten, the period of scarcity of that 
particular material. Direct allocation of materials will be needed until 
current output rises to the level of current demand and stocks have been 
restored to a normal jevel. 

G. D. N. Worswick. 


1 This applies to imported materials where the price is little affected by the quantity 
‘bought. In cases where the price must be raised to stimulate increased supply 
then the Controls should charge this price, if it has to be paid to all producers, or 
the marginal cost, where the Control is placing individual contracts with various 
producers. In the latter case the Control would and should make a trading profit 
which would contribute to the general exchequer. ’ 
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